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SACRAMENTO, CALIFORNIA
WEDNESDAY, APRIL 24, 2002, 9:00 A.M.
-—-—-00o0——--

CHAIRMAN BAGGETT: Good morning. Let's continue with
Imperial Irrigation District's case in chief.

MR. OSIAS: I would like to call our panel of two
economists, Mr. Jim Merchant and Dr. Rodney Smith.

I don't believe Mr. Merchant was in the hearing room
when you administered the oath.

MR. MERCHANT: I was not.

(Oath administered by Chairman Baggett.)
—-—-000—---
CONTINUED DIRECT EXAMINATION OF
IMPERIAL TRRIGATION DISTRICT
BY MR. OSIAS

MR. OSIAS: Mr. Merchant, could you give us a very
brief summary of your educational background?

MR. MERCHANT: Yes. I have a degree in economics from
the University of Kansas where I graduated with honors and
Phi Beta Kappa. I have a MBA and JD degree from Stanford.

MR. OSIAS: Did you prepare a report for Imperial
Irrigation District?

DR. MERCHANT: I did.

MR. OSIAS: 1Is that in front of you?

DR. MERCHANT: It is.
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MR. OSIAS: That is IID Exhibit 6.

You also prepared testimony?

DR. MERCHANT: Yes.

MR. OSIAS: You signed that testimony under penalty of
perjury.

DR. MERCHANT: I did.

MR. OSIAS: That's your complete testimony which
attaches your report; is that correct?

DR. MERCHANT: That's correct.

MR. OSIAS: What question were you asked to analyze?

MR. MERCHANT: I was asked to investigate whether IID
growers might have the ability to pass through any cost
increases to the buyers of their products, cost increases
from being asked to conserve water without being reimbursed
for that conservation.

MR. OSIAS: And you obtained an answer, derived an
answer to that question?

DR. MERCHANT: I did.

MR. OSIAS: What is that answer?

MR. MERCHANT: It is my opinion that they do not have
the market power that would allow them to pass any cost
increases on to their buyers.

MR. OSIAS: Therefore, if they did conservation without
outside payments, they would have to absorb those costs

rather than pass them through?
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DR. MERCHANT: That is true.

MR. OSIAS: Dr. Smith, could you briefly tell us your
background?

DR. SMITH: Yes. My name is Rodney Smith. I graduated
from UCLA with a Bachelor of Arts in economics and also Phi
Beta Kappa.

MR. OSIAS: Anyone else is Phi Beta Kappa?

DR. SMITH: I received my Ph.D. in economics from the
University of Chicago. And since -- actually before
receiving my degree, I went to the Rand Corporation, a think
tank in Santa Monica, started working on water issues
including the early participant in the Rand study for the
California Legislature on water issues and development of
markets. Later went on to return to the graduate school of
business at the University of Chicago, initially a research
fellow, later Associate Director of research institute
headed by George Stigler, Noble Laureate in economics. Then
returned to California in early '80s, was professor of
economics at Claremont McKenne College, director of research
at a few institutes there before joining the private sector
full time.

MR. OSIAS: Could you briefly describe the consulting
experience you have on projects related to California water?

DR. SMITH: Over the years I've had many private and

public sector clients related to water marketing, water
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investments, water conservation, asset acquisitions.

Amongst public sector clients I participate on Retrospective
of the drought water bank by Department of Water Resources,
as Steve Macaulay testified about yesterday, and, of course,
I have a long-term relationship with Imperial Irrigation
District.

MR. OSIAS: You were retained by Imperial for this
hearing to testify, correct?

DR. SMITH: That is true.

MR. OSIAS: Ant to prepare some reports?

DR. SMITH: Correct.

MR. OSIAS: What questions were you asked to prepare
reports with respect to?

DR. SMITH: Sure. I was asked to address three issues.
First of which was to explain why IID's use of Colorado
River water varies over time. Second, to address what are
the economic costs of conservation as well as the economic
consequences of uncompensated conservation, and, thirdly, to
address the benefits, if you will, as well as the
consequences of the failures of these proposed transactions
to go through on schedule.

MR. OSIAS: With respect to the first question, water
use fluctuations, you have behind you the exhibit that we
had up yesterday that shows the history of IID use.

You are familiar with that exhibit?
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DR. SMITH: Yes.

MR. OSIAS: What did you conclude with respect to why
there is such significant variation in IID water use?

DR. SMITH: Annual variations in IID's water use
reflect fundamental conditions of rainfall, salinity,
cropping patterns, development of different types of crops
over time, economic conditions in crop markets as well as
salinity of Colorado River water.

MR. ROSSMANN: You did that analysis using statistical
tools?

DR. SMITH: Yes. What I did is I started to study the
historic record from 1964 onward through 2000, a portion of
the chart here, as well as obtained information on the
various factors I outlined from either IID staff or Dornbush
& Associates as specified in my report, which is Attachment
B to Exhibit 4.

MR. OSIAS: Thank you.

And if you would look to Page 20 of Exhibit B --

Do you have extras of those here?

DR. SMITH: I think they are in that.

MR. OSIAS: They are in the report on Page 20, Exhibit
B to IID Exhibit 4. If anyone needs a handy one to look at,
we have it.

Could you explain this graphic with respect to your

conclusion on this question of water use fluctuation?
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DR. SMITH: Sure. In this graph the solid line is
indeed the same data that is on the chart behind me, which
is IID's net use of Colorado River water annually from 1964
to the year 2000, as reflected in the Decree accounting
records and provided to me by U.S. Bureau of
Reclamation. And the dotted line reflects what would be the
net use of water that would be predicted, based on the
estimated relationship between IID's use and rainfall,
cropping patterns, economic conditions and salinity.

As you can see visually, the statistical model tracks
the up and downs, fluctuations quite closely. And my report
goes into more detail on the technical statistical test to
establish the validity of the model.

MR. OSIAS: Now, Dr. Smith, you were here yesterday
when the question was asked about the 3.1 million acre-foot
cap?

DR. SMITH: Yes.

MR. OSIAS: We can see both from your exhibit and the
bigger exhibit behind you for the longer period, that the
use has fluctuated both above and below the 3.1.

Are you familiar with how the 3.1 million acre-foot cap
was derived?

DR. SMITH: Yes, I am.

MR. OSIAS: Under what circumstances, do you know the

answer to that question?
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DR. SMITH: Well, as part of my advisory work to
Imperial, I was part of the analysis and preparation of the
settlement offer to Coachella.

MR. OSIAS: Did you also attend negotiating sessions
with Metropolitan and Coachella?

DR. SMITH: Yes.

MR. ROSSMANN: Was the subject of the cap part of those
discussions?

DR. SMITH: Yes, it was.

MR. OSIAS: Could you inform us how the 3.1 million
acre-foot cap was determined?

DR. SMITH: Basically, the 3.1 million acre-foot cap 1is
the amount that, provided that IID's use does not exceed
that, we could provide Coachella its historic average use of
water.

MR. OSIAS: Historic average use?

DR. SMITH: Historic average use.

MR. OSIAS: Over what period of time?

DR. SMITH: It was a ten-year period of 1986 through
'97, and that period was selected because that is at the
time we established the IID offer to Coachella for
settlement.

MR. OSIAS: Thank you.

Turning to the question of the cost of conservation.

Tell us briefly what work you did in that regard.
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DR. SMITH: What I did is I identified the wvarious
methods of conservation that are available to conserve water
within Imperial Valley, and based on information and
collaboration with IID staff probably over many years now
have established estimates of the cost and yield of
conserved water, and used that information to prepare the
report which is attached as Appendix C of Exhibit 4.

MR. OSIAS: Tell us -- let me back up.

Give us, if you would, the conclusions with respect to
the costs that are in your report real briefly.

DR. SMITH: My conclusions are that the economic costs
of conversation include more than what is, I would call as
defined in my report, the direct costs, which are sort of
the easily measurable costs of conservation, which would be
your capital investment, operation, replacement cost and so
on and so forth. And it is important that the report be
understood within those limitations.

Anyway, within those limitations I looked at the
economic costs of available system projects to IID, which
include both the All American Canal, seepage recovery
projects and lateral interceptors. The All American Canal
is not a project available for the transfers contemplated to
San Diego and Coachella because of federal legislation that
is discussed in my report.

So by focusing on the other system projects that are
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available, I briefly conclude that the valley's tapped out
at a hundred thousand acre-feet a year in terms of their
ability to conserve water. And if I recall, and I will try
to do this accurately, on Page 23 of Exhibit C, Appendix C
to Exhibit 4, is really a chart that says a thousand
calculations. What I have done here is shown and ranked the
direct per acre-feet annualized cost in 2001 dollars of
various projects and ranking the cheapest to the most
expensive that you can see is what's the cost of
conservation.

MR. OSIAS: This chart is limited to system
improvements; is that right?

DR. SMITH: Limited to system improvements and
moreover, as 1is discussed in my report, is incomplete
because there is other ancillary improvements that will have
to be made by IID to assure that they can capture the
conserved water that is estimated to be conserved in this
chart. So it is a lower bound.

MR. OSIAS: So a hundred thousand acre-feet max, at
least from your study, for system conservation that is
available?

DR. SMITH: Right.

MR. OSIAS: You also studied on-farm conservation
opportunities?

DR. SMITH: Yes.

CAPITOL REPORTERS (916) 923-5447 287



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

MR. OSIAS: Could you tell us both what you did and
what you concluded?

DR. SMITH: First of all, I looked at the wvarious
methods of on-farm conservation that are available in the
valley other than land fallowing.

MR. OSIAS: What are those methods?

DR. SMITH: There is virtually a long list of methods.
Some of them include tailwater recovery systems, both
permanent and portable, cascading tailwater.

MR. OSIAS: What is cascading tailwater?

DR. SMITH: What cascading tailwater is is suppose you
have two fields where one is above the other, because the
slope of the land, and the tailwater at the end of the
uphill field can cascade into the field below it. And if
the person operating below it has arrangements to receive
the water from the above field, they can use that as a
source of supply and reduce its orders from IID.

MR. OSIAS: Next?

DR. SMITH: Certainly drip irrigation. There is always
a concept of level laser, laser leveling. That is a
technology that is related to leveling that was discussed
yesterday.

MR. OSIAS: How does that save water?

DR. SMITH: The fundamental thing about water use in

the Imperial Valley, at least as I have learned it over the
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years, 1s a trilogy. There is crop that matters, soil type
that matters and slope. The steeper the slope, given these
other factors, the higher the water use. The point of
leveling a field would be to reduce its slope, so that you
can reduce its water use. So the laser leveling is just a
method by which you would go ahead and level.

There is also different forms of furrowing, how the
farmer establishes furrows in his land as well as -- I think
I mentioned drip already. There is also, I guess, one other
method that is being discussed, actually two others that I
am aware of. Use of centering technologies, soil moisture,
salinity to decide how to better order water.

MR. OSIAS: Have you participated in any discussions
with farmer groups about the conservation opportunity for
the on-farm program?

DR. SMITH: Yes, I have.

MR. OSIAS: Over what period of time?

DR. SMITH: Commencing in 1997.

MR. OSIAS: Have these methods of conservation been
discussed?

DR. SMITH: These and probably very much more. In
fact, I would say that with the right economic incentives
and the right transaction my conclusion is based on
numerous conservations with growers out in the Imperial

Valley. There is more than a huge laundry list of potential
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ideas of how best to conserve water on farm.

MR. OSIAS: Your report goes through the costs of
on-farm conservation; is that right?

DR. SMITH: That is true.

MR. OSIAS: Do you cost each of these different
alternatives?

DR. SMITH: ©No, I do not.

MR. OSIAS: Can you explain why not?

DR. SMITH: The reason is that the best information
that is available was on the tailwater recovery systems.

MR. OSIAS: Both types?

DR. SMITH: Primarily permanent, but also in the
negotiations with San Diego we established also trying to
translate the information to portable tailwater recovery
water systems. I have reviewed other information recently
on these other forms and, quite frankly, from a viewpoint,
maybe this is my academic background as a former professor,
the quality of information about cost and yield was not up
to snuff relative to the type of information we have on
tailwater recovery systems. Hence, the use of tailwater
recovery systems is, 1f you will, a benchmark technology to
discuss what are the costs.

MR. OSIAS: What is the relevance of the costs for the
on-farm program to develop conserved water?

DR. SMITH: You mean in terms of the on-farm program
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contemplated under San Diego's deal?

MR. OSIAS: Yes.

DR. SMITH: The relevance of the cost will be that
ultimately, 1f this transaction proceeds through all of its
other hurdles required to get to the point of an on-farm
solicitation as was discussed yesterday, the District will
have to offer a contract which specifies the terms and
conditions, and farmers will have to make a decision, given
the terms of that contract, is it economic for them to
commit to reduce the use of water as will be required under
the proposed contracts.

And the idea is it was integral to have some benchmark
to establish what may be the cost of conservation if someone
wanted to participate on-farm.

MR. OSIAS: Have you participated in the analysis and
discussions regarding what the on-farm solicitation process
should be?

DR. SMITH: Yes, over the years.

MR. OSIAS: Can you tell us, because questions came up
yesterday, what steps have been taken to identify how that
program should be implemented?

DR. SMITH: Well, as Mr. Silva testified yesterday,
there has been working groups established by different
boards of directors, certainly the Water Conservation

Advisory Board, which for the nonvalley members and for the
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room, it is a group of growers, was about 14 as appointed by
IID, to give them advice on water conservation. The Farm
Bureau certainly has presented ideas. And every time that I
am down in the valley if I run into a grower I know I get
three more.

MR. OSIAS: Have there been any determinations of the
structure for the on-farm program?

DR. SMITH: I would have to say based on discussions
that I have participated in I think there is a fundamental
point here that has to be understood, and that is that the
agreement will provide terms and conditions of a commitment
for a participant to reduce their water use. But the Board,
I think wisely, has not shown an interest in specifying
particular forms of conservation.

MR. OSIAS: Why do you say that is wise?

DR. SMITH: For two reasons. The first reason I'll
call the importance of diversity. Recall earlier, I
indicated there is a virtually laundry list which is much
longer than I have testified to of ideas of how to conserve
water in Imperial Valley. Each farmer has their own
circumstances, soil, slope, cropping patterns, size of
fields, skill sets, tolerance of risk, et cetera, et cetera,
et cetera.

So each of them have their own perceptions about the

relative attractiveness of what is on the list. Moreover,
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there is people that probably have other ideas that should
be added to the list. So the important principal is to
allow the participants to decide what is the best methods
for them, what is the most economic method. If we were to
limit choice, we will, by that very limitation, make some
fields nonviable. So diversity is important.

The second thing is because of the long-term nature of
the agreements, flexibility is critical. The method of
conservation that is economic today undoubtedly will change
over time, especially over a 30-, 45-, 75-year term.
Economic conditions will change. Technology will evolve.
So, therefore, the methods that may be good for the first
five, eight, nine years of a transaction may no longer be
suitable. So, therefore, it is important to give
flexibility to the people who will be asked and will be
asked to commit to conserve water.

MR. OSIAS: Those are the two principal reasons that
the on-farm programs will not dictate a method of
conservation?

DR. SMITH: That has been my professional advice to my
clients, and it seems that that has been accepted to date.

MR. OSIAS: 1Is there a requirement that the
participants in the on-farm program demonstrate a savings in
water?

DR. SMITH: Yes. I think that is critical that I think
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part of the fundamental transaction, or the bargaining, if
you will, will be in exchange for you getting paid under th
terms of the proposed solicitation, you must perform. We
are giving you flexibility. We are giving you diversity of
how to perform, but you must perform.

How do we think of performance? Reducing the use of
water.

MR. OSIAS: And the IID Board has adopted that
principle?

DR. SMITH: That's my understanding.

MR. OSIAS: And how will you determine or how will the
Board determine to measure reduced deliveries?

DR. SMITH: Ultimately you must establish a baseline
upon which you will measure conduct. And once the baseline
is established, which will be specified in the terms of the
solicitation, then it is a question of did you reduce your
use relative to the baseline.

MR. OSIAS: And that principle has been adopted by the
board?

DR. SMITH: That is my understanding.

MR. OSIAS: The on-farm program has not yet resulted i
a solicitation; is that correct?

DR. SMITH: That's correct.

MR. OSIAS: Can you explain why?

DR. SMITH: Because it is premature.
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MR. OSIAS: Why is that?

DR. SMITH: If we go to the San Diego agreement or
Imperial/San Diego agreement, you will see there is an
outline of steps required. One of the first steps required
was getting transportation to get the at water to the
buyer. That was necessary for San Diego 'cause they weren'
interested in getting water they couldn't use. Until we
could assure that, this deal was sort of speculative.
Moreover, we needed State Board approval and completion of
environmental review. Until those steps are finalized, we
do not know the full terms and conditions and assignment of
risk and liabilities, some of which I think Mr. Gilbert
raised yesterday in this hearing, what they will be. And
until we can define those, how can we write an offer?

MR. OSIAS: When you say "write an offer," you mean
solicitation to farmers?

DR. SMITH: Right, right.

MR. OSIAS: So there is a schedule when that will take
place?

DR. SMITH: The schedule is transportation agreement,
check, so to speak.

MR. OSIAS: Check meaning that's been arranged?

DR. SMITH: We have paper to that effect.

Next step is we have initiated an environmental review

process which is in the middle. Comments aren't due until
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soon, but, I mean, we are not finished.

We are up here today to initiate the State Board
process. And until we know the terms and conditions of
approval, if we do get approval, we need to factor that all
to how we design the program.

MR. OSIAS: Now, Mr. Silva testified that there were
other aspects of the on-farm program that are still being
discussed. When I say "other," I mean other than, there
will be a payment, it will be a required reduction against
some baseline?

DR. SMITH: Right.

MR. OSIAS: What do those discussions primarily involve?

DR. SMITH: It's -- in my view, it's almost diverse as
potential methods of conservation. There is a lot of issues
related to how broad based will the opportunity be.

MR. OSIAS: What does that mean?

DR. SMITH: Well, is it going to be a program that can
potentially work for a lot of acreage? Are we targeted to a
few large pieces, large fields?

MR. OSIAS: Anything else?

DR. SMITH: Other issues relate to elements of how much
flexibility. I mean, there is the principle of diversity of
flexibility, but there is the practical interpretation of
those principles, what does that mean. Other issues have to

do with method of payment, how a participant would be paid,
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what would be the relation between the contract structures
and the payment structures they would be offered, duration
of commitment, et cetera, et cetera.

MR. OSIAS: Those are understudy in work right now?

DR. SMITH: Yes. And under active discussion not only
by IID and its advisers, but I know also from personal
experience by a lot of interested growers.

MR. OSIAS: In your opinion, will the participation
rules versus the principles of reduction in delivery be
finalized in time to do the solicitation?

DR. SMITH: That is my understanding of the plans of
the District.

MR. OSIAS: You believe they will succeed?

DR. SMITH: Yes.

MR. OSIAS: Why is broad-based participation relevant?

DR. SMITH: It is important and it is related in part
to my discussion of my study, which is, what, Appendix C to
Exhibit 4, where I indicate that using the benchmark
technology of tailwater recovery systems, unless we can
extend participation down to field size as small as 80
acres, we will be unable, IID will be unable to conserve the
volumes of water that are contemplated under the proposed
agreements.

MR. OSIAS: Let me have you put that in a positive as

it relates to a question that was asked yesterday.
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If you can get participation in field sizes down to the
80-acre field size, can 200,000 acre-feet of on-farm water
be conserved?

DR. SMITH: Absolutely, based on the information that
is contained in my report.

MR. OSIAS: And that information in quick summary is?

DR. SMITH: Based on the many years of experience the
District had had with its 1988 agreement with Metropolitan
Water District of Southern California, with the funding of
tailwater recovery systems. My report includes, provides, a
lot of information about costs and yields of these systems.

MR. OSIAS: Are there any other reasons then that
broad-based participation is a goal?

DR. SMITH: In addition to its economic imperatives, so
to speak, there is also, quite frankly, an issue of
political equity in the valley.

MR. OSIAS: 1Is there any connection with the cap that
now IID will have and the broad-based participation?

DR. SMITH: Yes. I think that is another consideration
because if IID is to live under its cap, there will be times
of potential obligations for the District to reduce its use
of water to pay back overages of the cap. And if we can
have a program which is broad-based, where people opt in
voluntarily because of the economic incentives provided by

the agreements to live under the cap, that is going to be
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much more viable long term in the wvalley than if we only had
a few people in the deal and everyone else was living under
the cap as well as them.

MR. OSIAS: Based on your report, a hundred thousand
acre-feet of system conservation is economically available?

DR. SMITH: Correct.

MR. OSIAS: 200,000 acre-feet of on-farm is
economically available, at least using tailwater return
systems as the economic benchmark?

DR. SMITH: Correct.

MR. OSIAS: Has the District determined the sequence of
conserving water as between those two sources?

DR. SMITH: I think the District is moving towards
sequencing, and this is actually related to a question that
Mr. Silva answered to Mr. Du Bois yesterday, moving towards
sequencing system ahead of on-farm.

MR. OSIAS: Do you know why?

DR. SMITH: I know of two reasons why.

MR. OSIAS: Would you tell us?

DR. SMITH: Yes. First of which, as a practical
matter, the valley needs system improvements to assure that
they can capture the on-farm conservation.

MR. OSIAS: What does that mean?

DR. SMITH: What it means is if people were to start

conserving water on-farm, the operation of the systems need
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to be changed and adapted, including some of the system
projects that are outlined, to be sure that the water is
indeed not only captured theoretically but is also being
able to be used within the IID system so that they can
reduce their use of Colorado River water at Imperial Dam.

MR. OSIAS: You said there were reasons. What is the
other reason?

DR. SMITH: The second reason is, quite frankly,
economic.

MR. OSIAS: Would you explain?

DR. SMITH: If we go back to the chart of where I
indicated that there is a sequence from an economics point
of view, cheaper increasingly more expensive system
projects, by sequencing them first, doing your cheaper
options first.

MR. OSIAS: That was on Page 23 of Exhibit C?

DR. SMITH: Yes, thank you, Mr. Osias.

That by going cheaper first we can enhance our cash
flow in the early years.

MR. OSIAS: And the benefit of that?

DR. SMITH: The benefit of that is that it increases
our financial capacities.

MR. OSIAS: Have you had any activity on behalf of the
District with respect to the financing of either system or

on-farm conservation?
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DR. SMITH: Yes.

MR. OSIAS: You heard some of the questions yesterday,
I think from Mr. Gilbert and Mr. Du Bois on that subject?

DR. SMITH: Uh-huh.

MR. OSIAS: You can't say uh-huh.

DR. SMITH: Yes.

MR. OSIAS: Thank you.

I guess you can say it, but no one will know what it
means in the record.

DR. SMITH: So?

MR. OSIAS: Is there up-front money being paid by San
Diego?

DR. SMITH: No.

MR. OSIAS: 1Is up front money being paid by Coachella?

DR. SMITH: No.

MR. OSIAS: The term "up-front money" as used in the
Imperial community means advanced payment; is that how you
are using that phrase?

DR. SMITH: Well, it could mean advanced payment in the
sense that it could be an advance of the commencement of a
contractual obligation, or it could be simultaneous with the
commencement of the contractual obligation.

The basic idea is pay us a bundle here and also pay us
as we perform as opposed —--

MR. OSIAS: Some lump sum concept?
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DR. SMITH: Right.

MR. OSIAS: That is not in the current arrangements in

these agreements, correct?

DR. SMITH: That is correct.

MR. OSIAS: What is the arrangement in these agreements

for payment?

DR. SMITH: It is basically pay as you perform.

for example, in the San Diego agreement there is annual --

And,

make the annual water quantities that Imperial would make

available at Imperial Dam and there is a specified tedious

quarterly payment mechanism in the agreement of which San

Diego will pay us quarterly.

MR. OSIAS: Tedious because they do it four times a

year?

DR. SMITH: Yeah. It is tedious in the projections and

settling up. I was involved in the drafting of it,

remember how tedious it was.

MR. OSIAS: In your opinion,

under the contract enable the District to develop

so I

does the revenue streams

conservation without going into debt or maybe put out

negatively amortizing the cost of improvements?

DR. SMITH: Well, what kind of debt did you have in

mind?

MR. OSIAS: Debt that wouldn't be covered by the

revenue stream.
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DR. SMITH: The revenue stream, in my opinion, is more
than sufficient to cover all types of financial
transactions, including debt transaction which may or may
not be secured by anything other than contracts themselves.

MR. OSIAS: Maybe I should ask the question that way.

Is it possible to borrow funds to pay for any cost that
comes earlier than revenues and collateralize it only with
the revenue stream?

DR. SMITH: That is possible.

MR. OSIAS: What does it depend on for the District to
do that?

DR. SMITH: It depends on, among other things, us
having a clear assessment of, among other things, after the
completion of environmental review, what is the magnitude of
those cost obligations, whether or not we have the surprise?

MR. OSIAS: There has been a no-surprise issue?

DR. SMITH: The no-surprise concerns and other things
which, from a financial point of view, would be related to
what is the risk of early termination.

MR. OSIAS: When will those be known, roughly?

DR. SMITH: After the completion of environmental
review, securing of the terms and conditions of the permits,
and terms of conditions of regulatory approval.

MR. OSIAS: This fall, perhaps?

DR. SMITH: I am not as involved in the day to day part
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of this transaction, so I have some basis to predict timing.

MR. OSIAS: Have you had any discussions with
potentially interested financing parties?

DR. SMITH: Yes, I have, on behalf of the District.

MR. OSIAS: And have they expressed any interest in
waiting till the conclusion of environmental review?

DR. SMITH: Yes. For example, right after the signing
of the agreement with San Diego in '98, I met with Imperial
Valley Bank, Bank of America, Wells Fargo, Farm Credit
Services and another major farm group out of the Midwest
whose name I forget, I apologize. And basically their
response was looks attractive. Until you pin down the
things I've recited, environmental review, potentially
liability, whether or not you get your no-surprise
protection, et cetera, et cetera, so that you can come back,
Dr. Smith, with the cash flows and the final discussion and
presentation of risk of early termination, that is when it
will be ripe to have those discussions. When those
discussions, if and when they occur, they'll probably be
able to turn around their decision in 30 to 60 days.

MR. OSIAS: Assuming adequate environmental mitigation,
no-surprises assurance and funding for that mitigation, do
you believe revenue-based financing will be available?

DR. SMITH: I believe it is —-- certainly, based on my

preliminary discussions, I believe it will be.
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MR. OSIAS: Are there any other tools that the District
has available to obtain funding should expenses be incurred
before water revenues are generated?

DR. SMITH: Yes.

MR. OSIAS: What are they?

DR. SMITH: Well, I mean, while this is unknown to the
water field, because, quite frankly, we haven't had a real
commercial transaction in the water field yet, is that if we
look at other commercial situations, there is the
opportunity, for example, to use, possibly sell, the
shortage premium stream that is called for in the San Diego
agreement.

MR. OSIAS: Define what the shortage premium is.

DR. SMITH: Under the pricing mechanism under the San
Diego agreement, we have what is defined as a base contract
price, which is a formula which relates a base contract
price to Met's rates and charges less defined conveyance
costs subject to discounts schedule. It is in Article V of
the agreement. In addition, at times of defined shortages
there are premium payments that will be made and there are
three triggers under the agreement under which shortage
payments will be made.

MR. OSIAS: You don't need to tell us the triggers.
Your concept then is, perhaps, those shortage payments can

be --
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DR. SMITH: In the financial community is called strip
those off.

MR. OSIAS: And pay something for them up front?

DR. SMITH: Right. And you could also have swaps of
revenue streams. In the sense that apart from the shortage
premium we have a payment stream from these contracts,
especially the San Diego, and there may be the opposite. It
is much like this chart here, if you will, they think of
payment streams here, and you can swap a revenue stream
where you get something that is more stable.

MR. OSIAS: Finally, you did a report on the benefits
to IID and the state and other parties to the QSA; is that
right?

DR. SMITH: Yes. That is Attachment D to Exhibit 4.

MR. OSIAS: With respect to both your testimony and all
these reports, you signed them under penalty of perjury?

DR. SMITH: Yes.

MR. OSIAS: They are your testimony in that regard and
offered into evidence; is that correct?

DR. SMITH: That is correct. There is one minor change
I would like to make in Exhibit D or attachment -- this is
too convoluted.

MR. OSIAS: Is it Exhibit D?

DR. SMITH: Exhibit D to our attachment.

MR. OSIAS: Exhibit D to IID Exhibit 4.
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DR. SMITH: Page 4, the footnote is scrambled. Rather
than spending time here today unscrambling that, I ask
permission to just submit a red line.

MR. OSIAS: Which footnote?

DR. SMITH: Footnote 4 and also the number that is
before footnote four is slightly incorrect, it has no chang
on my conclusions.

MR. OSIAS: Thank you.

Thank you, Mr. Chairman.

CHAIRMAN BAGGETT: Thank you.

San Diego, Mr. Slater, do you have any questions?

MR. SLATER: Yes, I do.

—-—-—-000——-—
CROSS-EXAMINATION OF IMPERIAL IRRIGATION DISTRICT
BY SAN DIEGO COUNTY WATER AUTHORITY
BY MR. SLATER

MR. SLATER: My questions are for Mr. Smith alone.

Mr. Smith, I would like to probe a little bit on your
background that you applied prior to issuing the opinion
that you provided to IID in this case.

Have you heard of a publication called The Water
Strategist?

DR. SMITH: Yes. I founded that publication with my
wife in 1986, and started out initially as a quarterly. It

is paid circulation. It is now on the web at
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waterstrategist.com, which is now monthly, where we track
water transactions throughout the Western United States and
in addition significant policy developments, legal,
political developments that have any impact in our Jjudgment
on the value for trends in the market of water.

MR. SLATER: You are familiar with the articles and
contents of The Water Strategist?

DR. SMITH: Yes.

MR. SLATER: It is your testimony that the articles in
The Water Strategist analyze water transactions; is that
correct?

DR. SMITH: That's correct.

MR. SLATER: Do they do water transfers?

DR. SMITH: Yes, they do.

MR. SLATER: Do they water transfer by lease and by
sale?

DR. SMITH: Correct, even by exchange.

MR. SLATER: And is it true that you -- Strike that.

Are you aware or do you have knowledge of a firm called
Stratacon?

DR. SMITH: Yes. I am senior vice president of
Stratacon.

MR. SLATER: Does the business of Stratacon consult
with and provide advice on water transactions?

DR. SMITH: Yes.
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MR. SLATER: Do these transactions include water
transfers?

DR. SMITH: Water transfers, development of storage
facilities, acquisition of assets.

MR. SLATER: So is it safe to say that independent of
your work for IID that you have analyzed dozens, if not
hundreds or more, water transfers and transactions?

DR. SMITH: Correct.

MR. SLATER: Is this experience in combination to the
work that you directly provide by IID that you referred to
in your testimony as background that allowed you to issue
the opinions in this case?

DR. SMITH: It is experience from those publications as
well as the books I have written which are in my resume.

MR. SLATER: Thank you.

On direct you testified about the revenue streams
associated with the San Diego contract?

DR. SMITH: Yes.

MR. SLATER: You mentioned a base price and a liability
premium, correct?

DR. SMITH: Shortage premium.

MR. SLATER: With regard to the base price, do you have
an opinion as to what the present base price would be under
that contract if it began today?

DR. SMITH: You know, I have not done the calculations
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in the last year, so I can't offer that opinion.

MR. SLATER: The last time you provided a calculation,
can you tell us what your understanding was?

DR. SMITH: Well, the last time I looked at that
calculation is when we developed Exhibit A to the agreement,
and I think that was approximately $250 an acre-foot.

MR. SLATER: Under the base contract price of the
contracts, what happens to the initial start price over
time?

DR. SMITH: It will change -- the base contract price
will change according to basically three factors. First of
which is the base contract price includes in it a discount
which starts at that time 25 percent the first year and
declines under a negotiated schedule over time to 5 percent
by year '17, if memory serves. So that will be one way in
which the base contract changes over time.

Second, we have in that base contract price a
definition of a full Met rate which is reflecting rates and
charges related to the Met provision of uninterruptable,
untreated water service. And the intent is regardless of
how Met financially organizes itself, subtract those
relevant rates and changes, and as those change over time,
that will change the base contract price.

And the third portion of the formula relates to the

conveyance cost. That is San Diego pays for getting the
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water from Imperial Dam to a defined point in San Diego
County. And to the extent that that changes over time, that
will also have a impact on the base contract price.

MR. SLATER: Based upon the declining discounts that
you referenced, is it your opinion that the price that San
Diego pays in the contract is likely to go up or down in the
first ten years?

DR. SMITH: Based on the declining discounts, it is
going up.

MR. SLATER: Do you have any projection as to what the
cost is likely to be over the first ten years?

DR. SMITH: I will have to rely on recollection. I
remember publishing this in Water Strategist right after the
announcement. I think the answer may be on the order of 280
to $290 an acre-foot. But that is based on recollection.

MR. SLATER: Your approximation would be that the
initial start price is 250 and increasing to 280, correct?

DR. SMITH: Yes. Based on my recollection.

MR. SLATER: Have you provided or prepared an analysis
on the value of the reliability premium?

DR. SMITH: Yes.

MR. SLATER: Can you tell me what that is?

DR. SMITH: You mean the shortage premium?

MR. SLATER: Yes, sorry, the shortage premium.

DR. SMITH: I'm just trying to --
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MR. SLATER: Present value.

DR. SMITH: The present value. Yes, I have done that
and certainly have shared that in closed session with IID.

MR. SLATER: Would you mind telling us what that number
is?

MR. OSIAS: I object unless it has been discussed
outside of closed session on the ground of attorney-client
privilege. 1If we can have a foundational question to see if
he told anyone other than counsel.

CHAIRMAN BAGGETT: Sustained.

MR. SLATER: Have you prepared an analysis of the
reliability premium in the context of your work for The
Water Strategist?